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Western Wireless Petition for Rulemaking
To Eliminate Rate-nf-Return Regulation of ILECs

Top Ten Reasons (o Eliminate Rate-of-Return (“ROR ™) Repulation

Save Money. By far the largest cause of the growth of the high-cost universal serviee fund 1s
disbwsements o rural ILECs pursuant 1o ROR formufas  Consumers across the country would
save hundieds of mitlions, possibly billions, of dollars if ROR were eliminated and replaced wath
a4 system better trgeled to suppoit affordable service for consumers in ligh-cost areas

Stop Waste, Fraud and Abuse. Regulators and independent auditors rarcly, 1f ever, look at the
aeeounting books of most ROR carriers, and opportunitics abound for carriers o overstate their
costy and thereby inercase thesr accoss charges and high-cost support  The Supreme Court
recognmized that the TLECS™ “book costs may be overstated by upproximately $5 Bilion ™
[Ferizony FCC, 335U S 467,518 (2002)]

Prevent Cross-Subsidies and Cost Misallocation. In the few cases where the FCC or a statc
comnussion examined carriers cost submissions, they found nullions of dollars of misaltocated
costs cludmg costs of unregulated athihates assigned to the ILEC m order to inflate high-cost
support In most cases, the FCC may lack authority to erder remedics for such over-carnings
“hinan era of corporate govermance problems and accounting depredations,” | Adelsicin/Copps
stalement, FCC 03-111, 5,19/03], the FOCC should change the rules to eliminate the rewards for
such unt-competitive miscanducet

Create Incentives for Etficiency. ROR regulation gives camers ncentives “to adopt the most
costly, rather than the most efficient, investment strategies,” [3 FCC Red 3195, 3219-20]
Endig ROR would create meentives fur more efficient networks, and would benefit consumers

Enhance Incentives tor Inngvation. The FCC has recognized that ROR “may have 4 negative
cliect on mnovation - because a carnict’s reward for such innovation s & reduction in its
dollar carnings ™ |3 FCC Red 3195, 3223|  Elnmnating ROR reguiation would cnhance
meentnes to speed the deployment of new technologies, benctitting rural consumers

Remove Barriers to Competition in Rural Areas. Rural customers benefit from acecss to
compenuve lelecom alfernatives, but ROR regulauon s a barnier to full competiion ROR
twrgets RLECS’ revenues to achicve a guaranteed return on investment on all istoncal costs
incurred. white the RLECs” competitors recerve portable funding only 1f they can obtain ETC
designation, and even then only wth respect to the fines that they provide — and unlike the
RLEC, compentive carricrs” investments are at risk

Fis Distorted Intercarrier Compensation. Ehounating ROR would enable the FCC to remove
mphicit subsidies from the RLECS” access rates, as the Actrequires The RLECSs” current,
anreasondgbly high access charges disturt focal and long-distance competition n rural arcas,
deprive rual consumers of access to long-distance alternatives, and interfere with the
development of o comprehensive rational system of intercarrier compensation

Rationalize and Modernize High-Cost Support. The current high-cost suppost sysiem 18 an

nrationa| hodge-podge that gives rural ILECs vastly moie support than larger carricrs for scrving
- 1 -
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ientical geographee arcas, rewards them simply for bemng small, and 1gnores whether they are
clticient or not - The ROR paradigm must be replaced with a competitively neutral system that
ensures Usufftcient funding of customers, not providers,”™ as the 1996 Act requires  [Afenco, 201
F 3d 608, 620 (5th Cir 2000) |

Remedy Unhealthy Dependence of RLEC Sector. Many RLECs reccive 70% or more of their
[undmge from universal servicee subsidies ot intercarricr payments, rather than from their own
customers  This unhealthy dependence insulates these caniers from any incentive to be
tespansin e o thew own consamers” needs  Ehminating ROR and rebalancing rates would put
these carrrers on a healtlver financial footing

The FCC Was Correct and Should Keep Lts Promises. In the 2001 RTF Order, the FCC
reafTismed 1ts 1997 comnutiment to adopting forward-looking cost-bascd support mechanmsms for
tural carriers Hos iime for the Comnussion to deliver on this worthy commttment

In sum, ROR regulation bloats the universal service fund, creales opportunitics and incentives for
waste, [Taud and abusc, and inhibats the development of efficient, nnovative, and competitive
services for rutal consumers ROR regulation has outhived 1ts time and must be replaced with a more
appropriate form of regulation based upon today’s competitive environment

* % ¥ % K

Western Wireless proposcs lo replace ROR regulation with a forward-looking cost-bascd system to
determune umiversal servsce high-cost support and access charge rate levels

Cost Methodology. Develop a model or other cost analysis methodology that accwately estimates
the forwurd-looking cost of wirehne service in tigh-cost arcas  Develop a simifar model or other
methodolosy 1o estmate the lorward-looking cost of wireless service Support would be based on
the knwer ol the witehine or wieless forward-looking cost m each geographic area

support Methodology. Provide two types of support ¢ first based on a stmple comparison of the
cost of seivice with o national benchmaik. and the second based on statewide averages As an

mducement to rate rebalanceng and elummatng implicit subsidies 1n retadl rates, himit support 10
carniers with retatl rates that are below minnmum “al{ordable™ levels

Phase In (e New Svstem, [mplement the new rules n 2006 (at the end of the 5-year period
provided by the RTH Order ) for competitive ETCs, non-rurat ILECs, and rural ILECs owned by
relanvely large holding companies  Phase tn the rules over the following 6 years for smatler rural
ILECs

Establish “Safety Net” and “Hold Harmless™ Mechanisms. To avoid rate shock, implement the
plan so that no study area [oses more than a specified percentage of the umount of support it
previously received 1n any one year Offer additional suppoit 1f a camier can prove that the forward-
loohing support amount s insufficient given ds particular circumstances

Reform Access Charges. Rebalance access charges by moving non-tratfic sensiuve costs and other
tmplicit subsidies out of aceess charges paid by long-distance carriers, and tnlo subscriber line
charges  Set RLEC access rates based on forwind-looking costs, price cap mechanisms, and/or
acngii mieteanier compensation rules

- 11 -
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PETITION FOR RULEMAKING
TO ELIMINATE RATE-OF-RETURN REGULATION
OF INCUMBENT LOCAL EXCHANGE CARRIERS

Western Wireless Corporation (“Western Wireless”), by counsel and
pursuant ty Section 1 401 of the Commussion’s rule, hereby submits thas Petition for
Rulemakmy to climinate rate-of-return (‘ROR) regulation of rural incumbent local
exchange carriers (‘RLECs™), for purposes of determining their federal high-cost
uneversal service support and 1nterstate access charges This petition seeks to
facilitate the transformation of the local telecommunications market from a
monopoly to a competitive environment by replacing a highly nefficient,
non-competitive system of regulation with an efficient, competitively neutral
approach to regulating RLECs By granting this Petition, the Commission will
rclease rural consumers from the monopoly grips of the RLECs, whose dominant

position in the local market threatens the ability of rural America to have access to

basic and advanced services comparable to those availlable 1n urban arcas



As the Commssion has previously recognized “rate of return
regulation provides regulated firms with very strong incentives to pad their rates,”
leads them “to adopt the most costly, rather than the most efficient, 1nvestment
slrategies because 1ts pnimary means of increasing dollar earmings under rate-of-
1cturn constraints 1s to enlarge its rate base,” and “may have a negative effect on
1IANRCVALEION b{’(f?illﬁ(} A Carrie I",S I.'(':,'WEl['d f()l‘ SllCh lnnovation 15 4 reductmn n 1ts
dollar earnings ” 1/ Morcover, ROR regulation 1s based on an outdated monopoly
paradigm of guaranteeing that a favored group of carriers “recover their investment
in the total network facilities needed . . . . 2/ This paradigm of protecting selected
carriers’ Investments must be replaced with a paradigm of ensuring “sufficient and
competitively-neutral funding to enable all customers to reeelve basic
telecommunications services,” since the 1996 Act “requires sufficient funding of
customers, not providers ” 3/ ROR regulation has outlived its time and must be
replaced with a more appropriate furm of regulation based upon today’s competitive

cnvironment

L. INTRODUCTION AND SUMMARY

Western Wireless provides commereial mobile radio service (“CMRS”)

1 18 Metropolitan Statistical Areas (‘MSAs”) and 88 Rural Service Areas (*RSAs™)

1/ Pulicy und Rules Concermng Rates for Dominant Carriers, Further Notice of Proposed
Rulemaking, 3 FCC Red 3195, 3219-20, 3223, 19 39, 16 (1988) (“Pruce Cap FNPRM”)

s Natwna} Telecommuntcations Cooperative Association (“NTCA”) Tmitial Commenls,
CC Ducket No 96-15 (Joint Board Portability Proceeding) (filed May 5, 2003), at 7

3 Alenco Comnmunicatwns, Ine ¢ FCC, 201 F 3d 608, 620 (5th Cir 2000) (“Alence’™)

{emphasts 10 orginal)



11 1Y states The Company has also been designated as an eligible
telecommunications carrier ("E'TC™) in 14 states, plus the Pine Ridge Indian
reservation  More and more consumers today rely on wireless services for the
teleccommu nwatuhs needs Wireless and wirehne services are becoming largely
interchangeible, with both services 1ncreasingly competing to serve a consumer’s
telecommumcations nceds  The ability of Western Wircless to effectively compete
with the RLECs 1s serously compromised by a system of regulation -~ Rate-of-
Return rvegulation - that cssentially guarantees the RLECSs' dominant position in
the marketplace

Western Wireless, ike any business 1n a competitive environmerit,
takes investment risks and receives revenues only to the extent that 1t 1s able to
attract customers By contrast, RLECs are the beneficiaries of ROR regulation that
provides them a percerved entitlement to recover all their operating expenses and
deprecintion on capital expenditures, plus a specified rate of return on mnvestment.
Woslern Wircless and other competitive carriers operate in a much different
market, 2 market without entitlements, guarantees, or immurty from marketplace
forces In the competitive market 1n which Western Wireless operates, consumers
deternine a carrier’s fate

As explained below, ROR regulation disserves the public interest by

mnhiting cempetition, enabling incumbent carriers to maintain a dominant

pusition 1n the local exchange market, and creating an mneffictent universal service



funding mechamsm that 1s growing too fast and exposes the public to serious risks
ol fraud and abuse

First, the system of ROR regulation, designed for a monopoly
c¢nvironment, has no place 1in an environment of local competition. The ROR system
targets RLECS access rates and high-cost support to achieve a guaranteed return
on vestment on all historieal costs incurred, while RLECs emerging ETC
competitors receive funding only on a per-line basis for those lines served Unlike
mcumbent carriers, competitive entrants’ investments are at risk. ROR regulation’s
relinnee on the R1LECs’ historical costs 15 also 1inconsistent with the advent of local
competition, since — as the Commission has long recognized, and as the Supreme
Court recently affirmed, forward-loocking costs are the only true measure of the
factors that drive economic decision-making

Sceond, as the Commission has repeatedly recognized, ROR regulation
interferes with incentives for carriers Lo operate cfficiently, deploy new
technologies, and reduce therr operating costs. In today’s increasingly competitive
environment, 1t makes no sensce to retain a system that gives carriers mcentives to
operate mnefficiently and discourages them from introducing technological
mnovations The ROR system, which rewards earriers for being small and
inefficient, also creates artificial and mnefficient incentives for RLECs to remain as

small as possible, and for larger [LECs to sell exchanges to smaller carrers, even if



it would be economically efficient for RLECs to combine or for larger carriers to
aperate those exchanges 4/

Third, ROR regulauon 1s the true cause for the growth of the high-cost
umversal scrvice fund, which threatens the long-term viability of the fund A
universal service funding mechanism based upon ROR regulation, the almost
complete lack of independent oversight over the RLECs’ cost reporting, and legal
restrictions on the Commission’s ability to require refunds or other remedies 1If and
when 1t detects ROR over-earmings, leaves the pubhic exposed to a very serious risk
of fraud, waste, and abuse In this “era of corporate governance problems and
accounting depredations,” 5/ this risk should be unacceptable. 6/

This petition proposes eliminating and replacing ROR regulation of the

larger RLECs beginning 1n 2006, and of smaller carriers over a gradual transition

A4 Iaeally, regulation should neither create meentives for concentration nor create
mcentives for de-concentration, but should allow the marketplace to determine the optimal size
l]f t(:‘]l‘COIT] muniations Ccarriers

af Sectunt 272(f) 1) Sunsel of the BOC Separate Affiliate and Related Requirements,
Further Notice of Proposed Rulemaking, WC Dacket No 02-112, FCC 03-111 (released May 19,
20013) {separate statement of Commusstoner Michacl J Copps and Commussioner Jonathan S
Adelstem, concurring)  See also 2002 Regulatory Review — Requirements Governing the NECA
Board of Directors under Section 69 6602 of the Comnussion'’s Rides and Requirements for the
Compultation of Average Schedule Payments under Section 69.606 of the Commussion's Rules,
Report and Order, CC Docket No 01-174, FCC (#3-151 (released July 3, 2003) (statement of
Comnussioner Michael J Copps dissenting)

G/ In Attachment A to this Petition (*Rate of Return Regulation  Problems That Can No
Longer Be Ignored”) we supply evidence of such malleasance that state commissions in
Caliornia Kansas, and other siates have identificd  This information buslds on additional
evidonee 1n a report submitted with Western Wireless' Reply Comments filed June 3, 2003 in
the Junt Bowrd Portability Proceeding, and included as Attachment B to this Petition (“Rate of
Return Regulatwn - A Fatled Model [or Economie Regulation™ Morcover, record evidence
alieady belore the FCC shows that ROR TLECs earned at least $400 million of dollars 1n excess
of what the exastimg ROR system allows over the past few years See AT&T Ex Parte Filing,
CC Docket Nos 00-256, 96-45, 98-77, and 98-166 (Iiled May 9, 2003)


http://t,eIt.com

pertod 1n subsequent years  This petition also calls for instituting extensive new
safeguards during the transitional time period during which ROR will remain in
elfece The timeas right for a rulemaking to replace ROR regulation, particularly in
Lhight of the following closely related, pending and svon-to-be-initiated rulemaking
proceedings

e Irst, the rulemaking proposed here 1s closely related to the pending
Jownt Board Portability Proceeding, which addresses “the methodology
for calculating support for ETCs” — including incumbent as well as
competitive ETCs — “1in competitive study arcas " 7/ This rulemaling
proceeding would develop a comprehensive record for the
establishment of a new high-cost support system for all ETCs in lieu of
ROR regulation and would be helpful in addressing 1ssues m the
pending Jownt Board Portabuity Proceeding (Given the relationship
among these issues, Western Wireless would support a referral to the
Federal-State Joint Board on Umversal Service of many of the 1ssues
discussed here  Western Wireless would also support referral of
related separations 1ssues to the Federal-State Joint Board on
Sepnrations

e Second, the rulemalang sought here raises issues that are highly
relevant to the fortheoming “comprehensive review of the high-cost
mechanisms for rural and non-rural carriers as a whole,” 1n which the
Commussion has committed to “consider all options, including the use
of forward-looking costs, to determine appropriate support levels for
both rural and non-rural carriers ” 8/

e Thurd, the rulemaking sought here dovetails with the Further Notice of
Proposcd Rulemalking accompanying the Tenth Circudl Remand Order,
1n which the Commission seeks comment on additional targeted
federal support to advance the goal that “states [ } be encouraged to
replace imphieit support with expheit support mechanisms that will be
sustainable 1n a competitive environment,” which should help “achieve
Congress’ umversal service goals by creating an exphat support fund

7 Portabuity fleferral Order, 17 FCC Red at 22645-46, 9 7, Joint Board Portalnfity Public
Notice 18 FCC Red at 1948, 515

2y Feaeral-State Jowni Bourd on Unwersal Sermce, Fourteenth Report and Order, 16 FCC
Red 11244, 11310, 9 169 (2001) CRTF Order’)

-6 -



to henefit consumers who need 1t and by eliminating the vestiges of
implicit support that misallocate resources and distort competition.” 9/

e Fourth, a rulemalang proceeding to ehminate ROR regulation wall help
the Commission achieve 1ts objectives with regard to intercarrier
compensation. 10/ Elimmating ROR regulation of the RLECs’ access
charges will enable the Comnmussion to eradicate the implicit subsidies
currently embedded in those rates, as the Act requires. 11/ It will also
help the Commssion to end the economie distortions in the local and
long-distance marketplace caused by the RLECS’ cxcessive access
rates

» Finally, the recently opened Total Element Long-Run Incremental
Cost (“TELRIC”") review proceeding will address forward-looking
costing questions that may also be relevant to the development of a
new forward-looking cost-based universal service support system for
RLECs, non-rural incambent carrners and competitive ETCs. 12/

9f Foderat-State Jownt Board on Universal Service, Order on Remand, Further Notwe of
Proposed Rulemaking, and Memorandum Opinen and Order, CC Docket No 96-45, FCC 03-249,
Y127 (“Tenih Cucunt Remand Order FNPRMY (reteased Oct 27, 2003), td , Separate Statement
of Charrman Michael K Powell at 1

10 Developing o Unafied Tutercariier Compensaiion Regime, Notice of Proposed Rulemaking,
16 FOC Red 9610 (2001) (“Jutercarrier Compensalion Notwce”) The Intercarrier Compensation
Notice speeiheally sought comment on moving Lhe aecess charges of all local exchange carriers,
including RLECs subject to ROR 1cgulation, toward a bill-and-keep system Id, 16 FCC Red at
961 1-45. 4 97 1t also addressed the possible impact of such reforms on end-user rates and
universal service support mechanisms  Jd |, 16 FCC Red at 9654-55, 9% 123-24

11/ Tevas Office of Public Utility Counsel v FCC, 183 F 3d 393, 406 (5th Cir 1999), Alenco,
201 F 3d at 624, Texas Office of Public Utility Counsel v FCC, 265 F 3d 313, 318 (5th Cir 2001)

12/ Review of the Commussion’s Rules Regarding the Pricing of Unbundled Network
Elenents und the Resale of Sertices by Incumbent Local Exchange Carriers, Notice of Proposed
Rulemaking, 18 FCC Red 18945 (2003) ("TELRIC NPRAM') To be sure, the forward-locking
ecunomie rost methodology used for pricmg network elements 1s different 1n important respecls
from the lorward-Jookimg economic cost model used 1o the tontext ol unversal service support.
and tpe two methodologies need not be waentical  TELRIC NPRM, § 46, Federal-State Joint
Buara or Uneccrsal Service, Teath Report and Ghder. 14 FCC Red 20156, 20172, 9 42 {1999}
VCUSE Inputs Order ), offd sub nom Queest Corp v FCC, 258 F 3d 1191 (10th Cir 2001)
Nonetnheless, there are important methodological and input questions that could affect botk
networ k element pricing and umiversal service, in particular the models and inputs used to
doter mue forward-looking costs



W offer heremn a brief astory of ROR regulation, including the FCC'’s
stited commitment to transition all high-cost universal scrvice support to a
forward-lookmg system  Next, we provide more detailed support for why the
obsolete and anti-competitive system of ROR regulation should be brought to an end
as expeditiously as possible We discuss possible replacements for ROR regulation,
inciuding a forward-looking ceonomie cost-basced system to set high-cost universal
service funding amounts 1 rural areas, and rate rebalancing and an overhaul of
RLEC access charges as part of comprchensive intercarrier compensation reform.
Finally, we offer a transition plan for phasig out ROR regulation and mtroducing a
system of regulation based on forward-looking economic cost.

As demonstrated herein, ROR regulation has outlived 1ts usefulness.
Now s the tume for the Comnussion to imtiate a rulemaking proceeding to
chimmate ROR regulation of the RLECs and replace 1t with a new system based on

forward-lockmg cconomic costs

II. BACKGROUND

A. Rate-Of-Return Regulation Has Its Historical Roots In The Era
Of Monopoly Local Telephone Service That No Longer Exists

ROR regulation based on historical, embedded costs was first
ntroduced 1 the context of regulating a monopoly power company’s return on
mvestment  [n 1944, the Supreme Court upheld the Federal Power Commission’s
deasson 1o use ROR regulation based on historical costs, and rejected a utility's
argument that the agency should have used a “fair value” (based on reproduction
costs) methodology (one form of what 1s now referred to as a forward-looking

-8 -



veonomic cost methodology) 13/ The Supreme Court, however, specifically rejected
the notron that ROR 15 the only legally permissible approach to regulating evenn a

monopoly environment

lt 15 not theory but the impact of the rate order which counts. If the
total effect of the rate order cannot be said to be unjust and
unreasonable, judicial ingquiry under the Act s at anend. ** * * [T]o
declare that a particular method of rate regulation 1s so sanctified as to
make 1t hghly unhkely that any other method could be sustained
would be wholly cut of keeping with this Court's consistent and clearly
articulated approach to the question of the Commission's power to
regulate rates 1t has repcatedly been stated that no single method
nced be followed by the Commission in considering the justness and
reasonablencss of rates 14/

The FCC did not begin to formally develop 1its ROR system for
regulating the then-monopoly incumbent local exchange carriers (“ILECs”) until the
mid-1960s, and conducted a number of major ROR ratemaking proceedings
regarding the Bell System during the 1960s, 1970s and early 1980s 15/ However,
the Commission never directly regulated the costs or rates of the small and mid-size
ILECs {also known as “independent” carriers because they were not affihated with

the pre-divestiture Bell system). Prior to divestiture, the independent ILECs

13 FPC ¢ Hope Natural Gas Co, 320U 5 591 (1944)

1 See id at 602, 609 See also Duguesne Light Co v Barasch, 4883 U S 299 (1989); Verizun
Communications, Inc v FCC, 535 U S 467, 497-501 (2002) (“Verizon v FCC') (affirming FCC's
use of forward-looking costs as the basis for setting UNE rates), Alenco, 201 F 2d at 620 (“The
Act only promises universal service, and that 18 a goul thal requires sufficient funding of
cusinmers not protiders 8o long as there s sulliclent and competitively-neutral funding to
cnable ail Lustomers Lo receive basic telecommunications services, the FCC has satisfied the Act
and 1~ ot [urther required 1o ensure sufficient funding of every local telephone provider 48

well ) temphasis in orginal)

13 Polrey and Rules Concerning Rates for Dominant Carriers, Report and Order and
Sccon‘d Further Notice of Proposed Rulemaking, 4 FCC Red 2873, 2884-89, 99 18-28 (1989)
CATET Price Cap Order™) (desenbing history of ROR regulation)

.9



received a share of long-distance revenues from the monopoly long-distance carrier,
AT&T, through a “settlements” process that was “industry devised” and barely, if at
all, overseen by the Commmission 16/ The |LECs simply reported their costs Lo
ATET orts Bell company affihates, which reviewed their cost studies, albeit with
no mdependent regulatory oversight, and a settlement amount was negotiated

What the Commnssion did oversee, beginning in the 1960s, was the
Separations Manual, which controlled the allecation of costs between the state and
interstate junisdictions 17/ The Separations Manual was utilized as an elaborately
complex mechamsm to funnel imphcit universal service subsidies from long-
distance 1o local rates, 18/ The separations rules (now 1n Part 36} continue to serve
that purpose to this day

The system of “division of revenues” and “settlements” became
unsustainable with the cmergence of long-distance competition Thus, the £CC
replaced that system with aceess charges, and created the National Exchange

Carrer Association (‘\NECA”), consisting of ILEC members and run by the ILECs’

i MTS and WATS Market Structiere, Notice of Inguiry and Notice of Proposed Rulemaking,
G7 IPCC 20 TAT, 759, 1 8 (1978) Simularly AT&Ts TLEC affiliates — the Bell Operating
Compatses - veceved a share of long-distance revenues through a “division of revenues” process

1% See Ameruan Telephone & Telegraph Co and the Associated Bell System Companies
Churges for Inlerstele and Forewon Communication Serutce, 9 FCC 2d 30, 90, 9 246 (1967) (first
Comnisston order addressing separations rules) ("Although the content of the ‘Separations
Manual 1s the product of cosperative studies and consultations mvolving the NARUC, this
Commussion und the telephone industry, [prior to this order] 1t has never been tormally
cviluated, approved, or adopted by (his Commussion in the context of either a ratemaking or
tulemalang proceeding ™)

1 See gerierally ' Huber, M Kcllogg, and J Thorne, Federal Telecommunications Law
130410 (2d od 1999)

- 10 -



cepresentatives, 19/ to take over certain functions previously handled by AT&T.
tarit coordination. monitoring of individual ILECs’ cost studies, development of
averaged raies, and pool admmmstration No independent regulatory authority ever
thoraughly reviewed the cost submissions by the small, independent ILECs,
although the FCC exercised a degree of oversight over NECA's tariff filings and
ather operatwns

Gradually, the rules were relaxed, and the larger ILECs were
permitted to exat from NECA's rate pools and averaging. However, threc
mechamsms were estabhshed to preserve the pre-divestiture subsidies that the
small, independent ILECs had enjoyed under the old “settlemernts” system. After
the 1996 Acl was cnacted, contributions from the telecommunications carriers
became the source of funding for these mechanmisms (replacing some, but not all, of
the 1ntersiate access charges paid by long-distance carriers). The disbursement
rules for rural ILECs, however, remamn essentially the same as they were prior to
1996, with only mimmal exceptions, such as.

e Fupst, for rural ILEC study areas that reported loop costs that were

above the national average, the ILEC was allowed to recover a

sigmificantly higher proportion of its loop costs than it would have

receved under the standard separations rules. This mechanism,

ortginally known sumply as the “Universal Service Fund,” survives

today as “High-Cost Loop” support, and amounts to over $1.1 billion
annually. 20/

i See 47 CFR Part 69, Subpart G (rules governing NECA membership and board).

20/ NSee 17 CF R Part 36, Subpart F' The support amounts listed 1n this and the following
tost are drawn from the Umiversal Service Administrative Co ’s 4¢h quarter 2003 ilings with
the F'CC, avairlable al hiip #www universalservice orglfoverview/filings/
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e Second, for rural ILEC study areas with very small numbers of lines
(regardless of the total number of hnes provided by the holding
company’s vther affiliates), the ILEC was also permitted to recover
increased access charges This was onginally implemented through a
tweak in the junsdictional separations rules known as Dial Equapment
Minutes (“DEMs”) Weighung, which assigned a sigmificantly higher
proporction of those ILECs’ switching costs into the interstate
Jurisdiction than would have been justified by their relative interstate
switch usage. This “DEMs Weighting” mechanism survives today as
“Local Switching Support,” amounting to over $400 million per
vear 21/

e Third, low-cost ILECs that departed from the NECA cost-averaging
pools were required to make payments into the pools to support the
high-cost lLECs remaiming in the pools These payments, which were
phased down durning the 1990s but never entirely elhiminated, survave
today as “Long Term Sapport,” and amount to over $500 million
annually 22/

While the Commssion has adopted some reforms to the RLECs’
nterstate access charge structure, such as reducing those charges from therr pre-
existing, absurdly high levels to levels that are still hugh, but more closely
approaching those charged by larger ILECs, the ROR system remains the basis for
setting the RLECs' access rates  In fact, in order to perpetuate the ROR regulatory
svstem. the Commisston established Lhe Interstate Common Line Support (“ICLS”)
fund turgeted to guarantee revenue neutrality for the RLECs at the time of access

charge reform 23/ The LCLS fund distributes over $400 million annually.

21/ Sec47 CFR §54 301

22/ Ser47 CFR § 54303

2.4 Asti-Assocralian Group (MAG) Plan for Regulation of Interstate Sernces of Non-Price

Cop fncumbent Local Exchange Carrers and Interexchange Carricrs, 16 FCC Red 19613 (2001)
(CMAG Order™), subsequent history amitted see also 47 C T R Part 54, Subpart K
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By contrast, the Comimssion long ago elimimated ROR regulation for
AT&T and the large ILISCs, and replaced that system with price cap regulation. In
that proceeding (discussed al greater length below), the Commission found that
ROR regulation gives regulated carriers inetficient investment incentives, impedes
mnovation, and creates opportunities for carricrs to pad their expenses and
misallocate costs in order to improperly increasc their revenues  On this basis, the
Commission decided to eclimmate ROR regulation as the basis for AT&T's long-
distance rates m 1989, and as the basis for the large 1LECs™ interstate access
chatges n 1990 24/ State commissions shared the FCC's aversion to ROR
regulation of teleccommunications carriers, and all but si1x of them have abolished
ROR for the Bell Operating Compames 25/

In cnacting the 1996 Act, Congress specifically rejected ROR as the
basis for setting rates for unbundled network elements (“UNEs"). Section
2352(d)(1)(AX1) directs the FCC and state commissions to set rates for
mterconnection and network clements “based on the cost (determined without
refercnee to a rate-of-return or other rate-based proceeding) of providing the
Interconnection or network clement .. 26/ To be sure, the Commission has made

1t clear that the methodology for setting UNE rates daffers from that used for

21 See ATET Price Cap Order, supra, ILEC Price Cap Order, supra

EAT Naotwonal Regulatery Research Institute, Retarl Regulation of Local Telecommunicutions

Proveders fus of Aprd 2002), Jan 2003, available at hitp Ywww nrr ohio-
sLate eduw/programsimarkets/pdi/reg-regime-adoption-by-state-map pdf

26/ 47U SC §252d)(1)AN)
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determning universal scrvice support 27/ Nonetheless, 1t is notable that the
Supreme Court, in upholding the Commssion’s initial order rejecting the use of
cmbedded costs in setting UNE rates, specifically noted the problematic nature of
ROR regulation 28/ The Commission again “reaflfirmled] [its] commitment to
torward-looking costing principles” and declined to open any inquiry 1into
“alternatve pricing methodologies that rely in whole or 1in part on embedded costs”

in ibs recent TELRIC NPRM 29/

B. The Commission Has Repeatedly Committed to Transitioning
High-Cost Universal Service Support To A Forward-Looking
Cost-Based System.

In implementing the 1996 Act’s universal service policy, the
Commission has repeatedly commatted itself to eliminating the pre-1996 high-cost

nmechanisms based on embedded costs and ROR regulation, and replacing them

2%/ TELRIC NPRM, § 16, USF [nputs Order, 14 FCC Red 20156, 20172, 9 32

Py Vertzon v FCC, 5333 US at 312 (*[T]he temptation would remain to overstate book costs
fo ratemaking commissions and so perpetuate the intractable problems that led to the price-cap
thnovation ™), id at 517-18 (“the book” value or emhedded costs of capital presented to
traditional ratemaking bodies often bore little resemblance o the economie value of capital”), id
at 518 C[Blook cosls may be vverstated by approximately $5 bilhon ) (quoting FCC Releases
Audit Report on RBOCs” Property Records, Report No CC 99-3 (rel Feb 25, 1999)  See also
TELRIC NPRM, 4 40 n 82, Implemeniation of the Local Competition Provisions n the
Telecommunications Act of 1996, First Report and Order, 11 FCC Red 15499, 15846, 1 679
(1846) (“Local Competition Order”), subsequent history omitted (“Adopting a pricing methodology
based on lorward-looking, economic costs best replicates, Lo the extent possible, the conditions of
a competitive market  Tn addimon, a forward-locking cost methodology reduces the abihty of an
meumbent LEC to engage in anti-compentive behavior ™)

29, TELRICNPRM, 19 29, 37 Sce also1d , Scparate Statement of Charrman Michael K
Powcll ¢ {Ofur commutment o retaining a forward-lovking approach is unwavering - what we
are debating 1s the extent to which reahistic assumptions about the mcumbent’s network should
be included 1y our pricing rules ) (emphasis added), Separate Statement of Commissioner
Kevin J Martn (T believe that the prices for unbundled network elements should be based on
the forward-looking veplacement cost of the TLEC™s network ) (emphasis added)

.14 -



with tngh-cost support based on forward-ldokmg cost  In the Universal Service First
Report and Order, the Commussion concluded that the pre-1996 mechanisms
"neither ensure that 1LECs are operating efficiently nor encourage them to do so”
and are “contrary to sound economic policy 7 30/ The Commission found that, for
small rural carriers as well as for non-rural carriers, “basing support on forward-
looking cconomic cost . will requure telecommunications carriers to operate
cfficiently and wall ('amhtatc the move to competition in all telecommunications
markets ” 31/ The Commisgsion elaborated on its view that a forward-looking
mechamslﬁ would be consistent with the Act and better serve the statutory
objectives

Consistent with the Joint Board's recommendation, we anticipate,
however, that forward-looking support mechamsms that could be used
for rural carriers within the continental United States will be
devcloped withun three years of release of this Order. We conclude
that a forward-looking econome cost methodology consistent with the
principles we set forth 1n this section should be able to predict rural
carriers' forward-looking economic cost with sufficient accuracy that
carrters serving rural areas could continue to make infrastructure
improvements and charge affordable rates lake the Joint Board, we
conclude that calculating support using such a forward-looking
cconoemic cost methodology would comply with the Act’s requirements
that support be specific, predictable, and sufficient and that rates for
consumers 10 rural and high cost areas be affordable and reasonably
comparable to rates charged for similar services 1n urban areas
Moreover, such a mechamism could target support by calculating costs
over a smaller geographical area than the study areas currently used.
In addition, we find that the use of mechanisms incorporating forward-

U Federai-Staie Joint Board on Untcersal Service, First Report and Order, 12 FCC Red
§770. 8934-35, 1 292 (1997) (“Unwersal Servwce First Report and Order”), subsequent hisiory
onitled  See alsotd at 8934-35, § 292 (' Indeed, by guarantecing carrters recovery of 100
pereent af all loop costs 1n excess of 150 percent of the national average loop cost, the current
high-cost funding mechamsms effectively discourage efficiency ™)

31/ id
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